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Recent high-profile corporate failures,
such as Enron and WorldCom, have
brought corporate governance issues to the
top of the business and political agenda all
over the world. However, while cases such
as Enron resulted from fraud, there
have been other examples of companies falling into difficulties as a consequence of their strategic performance. While it is critical that corporate governance failure is
addressed properly, there is a real risk that
insufficient attention is paid to the need for
companies to create long-term, sustainable
value.
Enterprise governance is an inclusive
framework which seeks to address this problem. It focuses on both the corporate governance and business management aspects of
the organization and thereby seeks to redress
the balance between conformance and performance.
The International Federation of
Accountants (IFAC) has recently completed
a major project on enterprise governance
which has been published in Enterprise
Governance—Getting the Balance Right
(free download from www.ifac.org/Store/
Details.tmpl?SID=10770463423295840).
The project team included both the U.K.based Chartered Institute of Management
Accountants (CIMA) and the U.S.-based
Institute of Management Accountants
(IMA). A particular focus of the project was
to consider why corporate governance often
fails in companies and, more importantly,
what must be done to maximize the chances
of success.

Enterprise Governance Defined
The starting point for the project was a definition of enterprise governance as “the set of
responsibilities and practices exercised by
the board and executive management with
the goal of providing strategic direction,
ensuring that objectives are achieved, ascertaining that risks are managed appropriately
and verifying that the organization’s
resources are used responsibly”
(Information Systems Audit and
Control Foundation, 2001, free download from: www.isaca.org).
Enterprise governance constitutes
the entire accountability framework
of the organization. There are two dimensions—conformance and performance—that
need to be in balance. The framework
emphasizes that good corporate governance
is only part of the story—strategy is also
important.

The Conformance Dimension
This is the dimension that is more commonly known as corporate governance. It
covers such issues as:
• The roles of the chairman and chief executive.
• The board of directors and board committees.
• Internal controls, audit and risk management.
• Executive remuneration.
It is possible to address issues in this
dimension through codes, standards and
even legislation, with compliance being subject to assurance and/or audit.

The Performance Dimension
The performance dimension focuses on
strategy and value creation. Unlike the concontinued on page D2

D2 T H E C PA L E T T E R / B U S I N E S S & I N D U S T R Y • J A N U A R Y 2 0 0 5

continued from page D1—Enterprise Governance
formance dimension, the performance dimension does not lend
itself to a regime of standards and audit. Instead, companies need
to apply best practice tools and techniques, such as scorecards
and strategic enterprise systems in a way that is suitable for their
particular circumstances.

Findings from the Case Studies
A series of 27 case studies was undertaken from 10 different
countries, including the U.S., and covering 10 different industries
such as retailing, financial services and telecommunications.
Both successes and failures (as defined by total collapse or
severe difficulties resulting in sharp declines in share price and
profits, adverse publicity, etc.) were considered. The sample
included Enron, WorldCom, Xerox and Southwest Airlines. The
case studies were intended to be sufficient to draw broad conclusions rather than rigorous academic research, but were analyzed
to identify recurring themes in terms of corporate governance
and strategic issues.
There were four key corporate governance issues that underpinned both success and failure. These were:
• Culture and tone at the top—for example, Enron directors
would proclaim values of integrity and excellence, but
employees soon learned that the only real performance measure was the amount of profits that they could produce.
• The chief executive—there were numerous examples of dominant chief executives who were able to exert unchallenged
influence over the other executives and board directors, such
as Bernie Ebbers, the chief executive of WorldCom.
• The board of directors—in some cases, board weakness lay in
failure to challenge the chief executive while in others, it was
failure to take necessary action at the right time.
• Internal controls, such as in the case of Enron where the
emphasis on earnings growth and individual initiative meant
that inexperienced managers were given too much leeway
without the necessary controls to minimize failures.
No single issue dominated—all were interrelated. However,
in some success cases, good governance did not feature strongly

Financial Literacy Campaign
Opens Consumer Access
Web Site
The 360 Degrees of Financial Literacy
Web site makes it simple for consumers to
access easy-to-use tools and information,
empowering them to make better financial
choices to meet their present and future

as a key factor. It was concluded that this did not imply that corporate governance was unimportant for success. Instead, it shows
that good governance is a necessary, but not a sufficient, foundation for success. The value of the enterprise governance framework lies in the fact that, with its focus on both conformance and
performance, it ensures that companies do not lose sight of this.
In terms of strategic factors, there were, again, four key factors underpinning success and failure:
• Choice and clarity of strategy—a good example here was that
of the U.K.-based retailer, Tesco, which has a very clear, fourpart strategy.
• Strategy execution—again, Tesco provides a good example.
• Ability to respond to major shocks and abrupt changes.
Negative examples were provided by the telecom companies,
all of which invested large amounts in global networks without appreciating that many other firms were doing the same
thing, resulting in overcapacity and falling prices.
• Ability to undertake successful mergers and acquisitions. Lack
of success in this field was the most significant issue in strategic failure.

Best Practice
The insights from the case studies led the project team to explore
a number of tools and techniques which would address the more
problematic areas and guide companies towards more robust
enterprise governance. These included:
• CIMA’s development of a Strategic Scorecard as a means of
assisting the board of directors to obtain a true and fair view of
the strategic position of the company, particularly at times of
major transformational change.
• Enterprise risk management.
• The acquisition process.
• Board performance.
In summary, the enterprise governance framework provides
a timely reminder to companies to balance corporate governance
requirements with the need to deliver long-term strategic success
through performance.

needs. Each life stage contains articles,
financial planning and assessment tools
and frequently asked questions. In addition, the site allows visitors to access topics of general financial interest such as
strategies for saving and investing, financing a car, managing credit and getting out
of debt.
The campaign has drafted copy tar-

geted for company newsletters that
focuses attention on personal financial
issues and the consumer information
available on the Web site. If you would
like to receive this draft text for distribution in your organization, we will forward
it to you once you contact:
elimandri@aicpa.org

Published for AICPA members in business and industry. Opinions expressed in this CPA Letter supplement do not necessarily reflect policy of the AICPA.
Pamela Green
John Morrow
Ellen J. Goldstein
supplement editor, project manager
Vice President, New Finance
CPA Letter editor
212/596–6034; fax 212/596–6025
212/596–6085
212/596–6112
e-mail: pgreen@aicpa.org
e-mail: jmorrow@aicpa.org
e-mail: egoldstein@aicpa.org
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Commitments and
Contingencies—
A Closer Look
By Daniel L. Crumb, CPA
Picture the following scenario: You are
interested in purchasing a company so
you start by examining the financial
statements and independent auditors’
report. Everything appears reasonable
until you read the notes concerning commitments and contingencies. At first
glance you see the company is involved
in pending litigation and then read further to see standard language to the
effect that the ultimate resolution of
these matters is uncertain, therefore no
amounts have been provided for in the
financial statements. You feel that this
limited information leaves you hanging,
causing the need to gather more information on these matters in order to obtain
even a fundamental grasp of the relevant
issues.

What’s the True Exposure?
The real issue here involves a truthful
assessment of how much exposure the
company has with respect to its pending
litigation. The notes concerning commitments and contingencies often give a
very basic and general description of litigation involving the company and leave
even an informed reader of the notes
without much to go on in assessing a
company’s true liabilities. Perhaps even
worse, wide variations exist in practice
with regard to these disclosures, ranging
from the minimal disclosures described
above to extensive disclosures that are
difficult to understand due to their technical, legalistic nature.
Accordingly, two fundamental tenets
of generally accepted accounting principles, informative disclosures and comparability, are often violated in these disclosures. As such, one of the only ways
to determine a company’s true exposure
in litigation is through the due diligence
process, which can be very costly.

Expenditures on due diligence, attorneys and accountants could be significantly reduced if the notes addressing
commitments and contingencies were
more comprehensive and revealing.
Obviously, a company does not want to
disclose any specifics concerning litigation in the notes regarding commitments
and contingencies that could adversely
affect the outcome of the subject litigation.
However, more detailed disclosure
could be made regarding dollar amounts,
thereby revealing a more accurate picture
of a company’s true liabilities due to litigation. A possible solution is to disclose
the number of active lawsuits, the dollar
amount of damages or a reasonable estimate and the amount of damages covered
by insurance. These disclosures will present a true economic picture of the company’s liabilities.

Attorney’s Fees
Another problem related to litigation is
the nondisclosure of attorney’s fees in
the notes. Although attorney’s fees are
disclosed in the financial statements,
they are typically embedded in selling,
general and administrative expenses and
not broken out separately. Therefore, a
reader of the financial statements has no
way of telling how much has been spent
on attorney’s fees regarding the litigation
referred to in the commitments and contingencies notes. More importantly, the
reader has no way of telling how much
the company will be required to spend in
the future on attorney’s fees relating to
the litigation.
Simple cost/benefit analysis may
reveal that it is more beneficial to settle
the litigation rather than continue what
may be a long, protracted legal battle. A
lawsuit may not ultimately be resolved
through the court system for years. This
can be very costly to a company in terms
of legal fees, opportunity costs and time
involved in discovery and depositions.
Consider the following example;
ABC Company is involved as a defendant in a lawsuit alleging a breach of
contract which has been ongoing for one

year. During that year, ABC Company
has incurred attorney’s fees and other litigation related costs totaling $72,000.
The plaintiff, XYZ Company, is seeking
estimated damages of $240,000. A simple cost/benefit analysis shows that if
ABC Company spends an average of
$6,000 ($72,000/12 months) per month
on attorney’s fees and litigation related
expenses, it will exceed the estimated
damage figure in three years and four
months. Lawsuits filed in the federal and
state court systems can easily exceed
three to four years from time of filing to
ultimate resolution of the matter.
Additionally, if ABC Company is not
successful in its defense, a judgment will
be rendered against it in the amount of
$240,000. The judgment of $240,000
combined with attorney’s fees and litigation related costs in excess of $240,000
causes the total cost of the lawsuit to
exceed $480,000.
The failure to disclose attorney’s
fees and related litigation costs in the
notes regarding commitments and contingencies makes it virtually impossible
to prepare a cost/benefit analysis similar
to the example above. This lack of disclosure ultimately creates the need to
perform expensive due diligence to
obtain relevant information.

FASB Statement No. 5
The answer to revealing a company’s
true liability and exposure in litigation is
more accurate and comprehensive disclosure for all pending litigation for which
liability is either reasonably possible or
probable under SFAS No. 5. Disclosure
in the commitments and contingencies
notes should consist of the number of
active lawsuits, the dollar amount or a
reasonable estimate for potential damages and the amount of damages covered
by insurance. In addition, disclosure
should also include attorney’s fees and
litigation-related costs already incurred
and a reasonable estimate of attorney’s
fees required to litigate the case to its
final outcome.
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AICPA Announces New Tagline:
“America Counts on CPAs”
The AICPA recently announced a new tagline to
accompany the CPA logo, “America Counts on
CPAs,” making the previous tagline, “Never

Financial Executives Research
Foundation Issues New
Business Reports
The Financial Executives Research
Foundation (FERF), the research affiliate
of Financial Executives International, has
recently released four new business
reports covering a wide range of financial
issues.
The reports include:
• Contractual Obligations Disclosure
Analysis—To shed light on recent SEC
regulation FR-67, Disclosure in
Management’s Discussion and
Analysis, FERF reviewed annual
reports of the 60 largest publicly
traded companies in the Fortune 500,
as well as 30 randomly selected companies and 60 FEI members. FR-67
requires companies to report information about off-balance-sheet financing

Underestimate the Value,” obsolete. The new tagline was created
as a result of recently conducted research and underscores the
central role CPAs play in the U.S. economy and financial adviser
arena. The new tagline was tested with business executives and
CPAs and garnered very positive responses.

arrangements and other contractual
obligations. The report was written by
Mark P. Holtzman, assistant professor
of accounting at the Stillman School of
Business at Seton Hall, in conjunction
with Cheryl de Mesa Graziano of
FERF.
• Legacy Management—Written by
William B. Walton, principal at The
Beta Group, Legacy Management analyzes the business impact of IT applications and provides a framework for
companies to evaluate their portfolio
of applications and assets to determine
which no longer produce value and
which are not well supported.
• Fair Value Accounting—This report
focuses on issues related to fair value
accounting and how it compares to historical cost accounting. It also highlights the Financial Accounting
Standards Board (FASB) and discusses

New Ethics Requirements for
Members Who Outsource
Two new AICPA ethics rules, and one
revised rule, place new requirements
on members who outsource clients’ work to third-party providers,
including all independent contractors used by the firm. AICPA
members must inform their clients, preferably in writing, that the
firm may use a third-party service provider when providing professional services to the client before providing confidential client
information to the third-party service provider. The new rules also
clarify that AICPA members are responsible for all work performed
by the service provider. In addition, AICPA members are now
required to enter into a contractual agreement with the third-party
service provider to maintain and assure the confidentiality of the
client’s information. For more information, visit:
www.aicpa.org/download/ethics/2004_1028_outsourcing.pdf

its current stance on the issue.
K. Ramesh, professor of Accounting
and Information Systems at Michigan
State University, authored the report
with Cheryl de Mesa Graziano of
FERF.
• Third Quarter Plan Sponsor Update—
The latest update report for plan sponsors highlights important regulatory,
fiduciary and investment news.
McHenry Consulting contributed to
this report.
“Understanding best practices and
current issues facing the industry is key
to professional development,” said
Colleen Sayther, President and CEO of
FEI.
Executive summaries for each report
can be found online:
www.FEI.org/rfbookstore

Write CPA Letter Articles, Receive CPE
Credit
The CPA Letter Business and Industry supplement encourages readers to share information and experiences through
bylined articles on subjects of interest to your fellow practitioners. Moreover, if the topic fits our editorial calendar and
your article is featured, you may claim continuing professional education credits for the time you spent preparing the
article (in accordance with the Joint AICPA/NASBA
Statement on Standards for Continuing Professional
Education, revised as of Jan. 1, 2002). The first step is to
submit article topics for approval to:
pgreen@aicpa.org

